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Dear Ms. Salas:

On January 20, 1999, Robert F. Aldrich of this law firm, representing APCC,
and John Haring and Jeffrey Rohlfs of Strategic Policy Research met with the FCC’s Chief
Economist, William Rogerson.

We discussed the issue of whether a portion of the cost of a payphone’s coin
mechanism' should be allocated to and recovered from cost-based per-call compensation
for coinless payphone calls. The attached memorandum by Strategic Policy Research was
distributed at the meeting and formed the basis for the discussion.

Sincerely yours,

L) Ty

Robert F. Aldrich
RFA/nw
Enclosures
cc:  William Rogerson

! The Second Report and Order in this proceeding estimated the cost of a payphone
cost mechanism to be 3.1 cents per call. However, the estimate is subject to change based
on a number of variables, including payphone capital costs and the assumed number of calls

per payphone. ) ) m
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Issue: Should costs of the coin mechanism in a payphone station be recovered, in part,
through per-call compensation for coinless payphone calls?

Response:  Yes, because the costs of the coin mechanism are fixed and do not vary with the
number or types of calls placed at a station. Most station costs, including those of
the coin mechanism, are non-traffic-sensitive. The cost of the coin mechanism is
not saved depending on whether a coinless or coin call is placed. The claim that
coinless calls do not cause costs of the coin mechanism to be incurred is equally
true of coin calls. Individual calls do not cause non-traffic-sensitive station costs;
they are incurred by the decision to deploy individual pay stations, which is a
function of anticipated demands for different types of calls and the cost of
characteristics of different types of stations.

Where there are economies of scope between coinless and coin calling, costs of
supplying the option of making either type of call are less than the “stand-alone”
cost of supplying only one option or the other. When there are economies of
scope, each type of call benefits from the existence of a machine that affords the
opportunity to make the other type of call. Where there are economies of scope,
consumers who make coinless calls enjoy benefits from the coin mechanism
because it is what permits sharing of fixed resource costs. Makers of coinless
calls cannot realize benefits from exploitation of economies of scope unless costs
of the coin mechanism are incurred and recovered. If per-call compensation for
coinless calls were not to recover a contribution for recovery of the non-traffic-
sensitive costs of the coin mechanism, makers of coinless calls would receive the
benefits (from cost-savings through realization of scope economies/avoidance of
higher stand-alone costs) without shouldering any of the cost burden entailed in
enabling the realization of scope economies in the first place— a clear case of
wanting to eat your cake and still have it.

The empirical basis for these economies of scope can be found in the record of

this proceeding. The record shows that the per-call cost of a coinless call made
from a coinless-only payphone is much higher than the per-call cost of either a

coin or coinless call that is made from a payphone with dual (coin and coinless)
capabilities.
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The economic issue is not how to allocate or apportion fixed costs but how to
recover costs efficiently. Where fixed-cost burdens are to be recovered through
usage-charges, that usually entails percentage mark-ups over variable costs in
inverse proportion to demand elasticities.

That is, in fact, the nature of the FCC's recent access charge reforms, which afford
IXCs flexibility in how they choose to recover assigned fixed cost burdens. The
efficiency benefits of the reforms flow from the carriers’ ability to load these
burdens more economically taking into account perceived demand elasticities.

In the instant setting, setting compensation based on a cost-of-service method-
ology (specifically, one which attributes the fixed costs of the coin mechanism
solely to coin calls) does not mimic market processes and is not economically
efficient. It conveys upon IXCs the benefits of resource sharing, but does not
require them to bear any responsibility for recovery of part of the fixed-cost
burden that enables the benefits of resource sharing to be produced.

In adopting customer access line charges, the Commission specifically rejected
the argument of consumers who said they should not have to pay such charges
because they do not make any interstate long-distance calls. The customer’s
decision to have a line is what causes such cost burdens to be incurred. Addi-
tional burdens may be incurred by the collective decision to socialize part of the
access burden to ensure universal service. The fact that a customer does not make
long-distance calls does not mean that they do not enjoy benefits from network
connectivity and universal service. To permit customers not to pay the CALC on
the grounds that they do not make long-distance calls would, in effect, allow them
to “free-ride” on the benefits of network connectivity and universal service.

The same arguments apply to pay station costs. The fact that some customers do
not use the coin mechanism does not mean that they do not derive benefits from
it. Where there are economies of scope, the coin mechanism permits them to pay
less by affording the means for resource sharing. The fact that station costs (loop
costs) are fixed and do not vary with payphone calling (long- distance calling)—
indeed, are not costs of calling— does not absolve call charges from responsibility
for their recovery.

It is economically desirable to recover fixed burdens efficiently. In this regard,
the Commission should adopt a costing methodology that mimics the way costs
would be recovered in an efficient market, just as it has done in the case of access
burdens. Clearly, the market would not absolve coinless calls of any responsi-
bility for recovery of the fixed costs of the coin mechanism. Indeed, that solution
would harm coinless callers since it would preclude efficient deployment of
payphone stations with or without coin capabilities. As Adam Smith remarked,
“The division of labor is limited by the extent of the market.” If suppliers are
limited in their ability to recover costs efficiently by economically arbitrary
regulations, a smaller number of payphone stations will be deployed and
economies of scope will be exploited to a lesser extent. The amount of both coin
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and coinless calling will be arbitrarily and uneconomically limited by regulations
that prevent full exploitation of available economies of scope.

John Haring
Jeff Rohlfs




] hereby swear and affirm that the statements contained in the attached Declaration are

true and correct to the best of my knowledge and belief.

County of Montgomery
State of Maryland
Subscribed and sworn before me this 20th day of January 1999.

N Publi %
otary Fublic Adrienne Wells Vendig, Notary Public

My commission expires: Montgomery County
“State of Maryland

My Commission Expires Sept. 1, 2002

I hereby swear and affirm that the statements contained in the attached Declaration are

true and correct to the best of my knowledge and belief.

I d i

/J e%re/ H. Rohlfs

County of Monigomery
State of Maryiand
Subscribed and sworn before me this 20th day of January 1999.

Aicnre Z(M%I/W%Q

Notary Public
My commission expires: Adrienne Wells Vendig, Notary Public
Montgomery County
State of Maryland

My Commission Expires Sept. 1, 2002




